The Rural Enterprise Sector in Pakistan
As in other South Asian countries, the non-farm sector in Pakistan's rural villages and small towns primarily consists of micro-enterprises. The average small town enterprise had slightly more than 2 workers, and village enterprises employed about 1.74 workers including paid and unpaid family workers and hired workers. Only 3 percent of non-farm enterprises in small towns and 1 percent in villages had more than 5 workers. The vast majority of labor in small town and village enterprises in Pakistan consists of family workers. About 24 percent of small town enterprises report hiring workers, as compared to only 12 percent of village enterprises.
Enterprises in small towns and villages are fairly young, 50 percent have been in operation for less than 5 years, reflecting high birth and closure rates of micro enterprises. As has been observed in other surveys of rural non-farm enterprises, enterprises involved in manufacturing/production activities tend to be older than the average services and trading enterprise. The average age of a production enterprise in this sample is around 16 years for firms located in small towns and 12 years for firms in villages while the average age of both village and small town trading and services enterprises is about 8 years.
Trading enterprises dominate in Pakistan's villages and small towns. Close to 60 percent of small town and village enterprises are engaged in wholesale or retail trade, followed by around 35 percent in services and the remaining in production/manufacturing (Table 1 ). The very thin manufacturing base in small towns and villages stands out particularly when compared to the rural non-farm sector in other South Asian countries. In Sri Lanka, production oriented firms account for 40 percent of rural enterprises while in Bangladesh manufacturing and construction together account for about 27 percent of non-farm enterprises (ADB and World Bank, 2005, World Bank, 2005 The majority of non-farm enterprises in small towns and villages of Pakistan are owned and operated by men. This is not surprising as female labor force participation in Pakistan for 2 The sectoral distribution of enterprises in Pakistan is similar to that recently observed in Nicaragua where manufacturing accounted for about 7 percent of rural non-farm enterprises, 42 percent were engaged in the service sector and the remaining in trade.
activities outside the home is the lowest in South Asia (11 percent in 1999-00) (World Bank, 2004) . The managers of non-farm enterprises appear to be relatively inexperienced with an average of 3 years of experience. 3 In contrast managers of rural enterprises in Sri Lanka had about 9 years of experience in operating a business. About a third of managers of enterprises in small towns have completed secondary education, compared to 20 percent in villages. Close to 20 percent of managers of village enterprises had no schooling.
As is typical in most countries, non-farm enterprises primarily operate as sole proprietorships. Most of these enterprises can be considered to be informal businesses, not only do they have less than 10 workers, but very few are registered or pay taxes. Although registration is generally low, enterprises located in Punjab appear to have a higher probability of being registered as compared to those located in Sindh or NWFP. Only 9 percent of small town enterprises and 5 percent of village enterprises in Sindh are registered as compared to 30 percent of small town enterprises and 21 percent of village enterprises in Punjab that report being registered.
Sales revenues ranged from a median value of $1,700 for village enterprises to just over $3,000 for small town enterprises (Table 2) . 4 The median value of fixed assets was around $200 although the mean was considerably higher (about $2,840 for enterprises in small towns and $730 for village enterprises). As a comparison, the average value of fixed assets of rural enterprises in
Sri Lanka was about $6,000. The median value-added per worker was $300 for village enterprises and around $441 for small town enterprises. These estimates are very close to those computed for rural non-farm enterprises in Bangladesh ($480) and Sri Lanka ($940). Significant differences in productivity exist within firm size categories both in small towns and villages. With competitive and efficient markets these differences are expected to disappear as inefficient firms will be forced out of the market, however the large variation in labor productivity observed may be indicative of high entry and exit barriers or constraints with acquiring adequate technology of services to improve productivity (World Bank, 2005) . The Rural Investment Climate
As part of the Rural Investment Climate Survey, non-farm enterprises in were asked to identify the major obstacles to their operation and growth. The top constraints identified by entrepreneurs in rural villages and small towns across the three provinces were access to formal finance, the cost of finance and cumbersome loan procedures (Figure 1 ). With the exception of small towns in Sindh, more than a third of entrepreneurs in villages and small towns complained about access to finance as being a serious obstacle for operating their business (Annex Table 2 ).
Poor infrastructure also ranks as a serious constraint for businesses in villages and small towns. Access to electricity, the quality of electricity, road quality, and availability of transport are among the main infrastructure constraints that are identified. The differences in perceptions of village enterprises as compared to small town enterprises with regards to these infrastructure constraints is quite striking, with a larger share of village enterprises reporting infrastructure constraints as a major obstacle to business. Significant numbers of businesses in Punjab also 
Small Town Rural
Low market demand also ranks fairly high among the various constraints faced by firms. This is essentially entrepreneurs indicating that they do not reach a large enough consumer base. The perception of problems related to market demand appear to be more acute in Punjab. While infrastructure bottlenecks pose more of a challenge for village enterprises, enterprises in small towns perceive factors such as economic policy uncertainty, crime and corruption as being relatively more serious than their village counterparts. In small towns in Sindh, about 10 percent of entrepreneurs identify corruption, crime and theft as being major or severe constraints. These numbers stand out as very few enterprises in other areas identify corruption as a business obstacle.
Access to Finance
Access to formal credit is identified as the single largest business constraint by entrepreneurs in villages and small towns in Pakistan. In the sample about 30 percent of entrepreneurs responded that they had wanted to apply for formal loans in the five years preceding the survey. Only about 14 percent of those wanting a loan in villages and 20 percent in small towns actually applied for a loan (Annex Table 3 ). Of those wanting a loan, but that did not apply for one, 40 percent stated that loan procedures were too complicated, 27 percent felt that the interest rate would be too high, 16 percent felt that they had insufficient collateral and 8 percent stated that the duration of the loan would be too short. Overall only 4 percent of non-farm enterprises in villages and 7 percent in small towns had applied for a formal loan to finance investment or working capital in the five years preceding the survey. The proportion of enterprises applying for loans was highest in Sindh where 8 percent of village enterprise and 14 percent of small town enterprises applied for loans. In contrast, only 1 percent of small town enterprises and 3 percent of village enterprises in Punjab and NWFP applied for loans.
The fact that only a small fraction of enterprises that want to apply for loans are actually able to apply for one is consistent with the observation that the formal sector banking in Pakistan is largely urban based and that advances to the rural sector are only a small fraction of advances to the urban sector (3.5 percent). Commercial banks seem to face higher costs and risks in lending to small businesses, while the latter often do not know what is needed to qualify for bank financing and lack critical market information. Small businesses are geographically dispersed, and lenders usually face greater costs in identifying potential borrowers, conducting due diligence, and maintaining contact with the borrower after a loan has been made. Small entrepreneurs are generally less knowledgeable than their larger counterparts regarding what is required to qualify for financing, which imposes a greater burden on financial institutions during the loan application process. They often lack formal financial records and have much more limited track records. Only about 5 percent of village enterprises and 11 percent of small town enterprises in Pakistan prepare financial statements.
Overall very few firms appear to deal with the formal banking sector. At most 10 to 12 percent of enterprises have savings accounts and less than 10 percent have checking accounts. A very tiny fraction of village (2 percent) and small town enterprises (6 percent) have access to an overdraft facility to finance investment or working capital needs. There is a strong association between access to banking services and the degree to which firms complain about finance being a major constraint. In small towns of Sindh only 14 percent of enterprises complained about access to finances being a major or severe constraint. As indicated in Annex Table 3 , 40 percent of firms in small towns in Sindh that wanted a loan actually applied for one, 22 percent of these firms prepared financial statements.
The primary sources of start-up capital for village and small town non-farm enterprises are funds borrowed from family and friends, household savings and earnings from the sales of assets. The share of start-up capital from bank loans is negligible (1 percent for small town enterprises and less than 1 percent for village enterprises). Similarly the major source of investment finance comes from savings and funds from family and friends. Access to and use of telecommunications among enterprises is surprisingly limited, particularly considering that close to 60 percent of the enterprises are traders. About 28 percent of entrepreneurs in small towns owned fixed line phones and 9 percent own cellular phones. The comparable figure for village entrepreneurs is 7 percent for fixed-line phones and 4 percent for cellular phones. Use of faxes and email is extremely rare. On the whole, entrepreneurs in NWFP appear to have slightly better connectivity than their counterparts in Punjab and Sindh. The last urban investment climate assessment found that only 30 percent of urban businesses in Pakistan normally communicate with their customers or suppliers using Internet-far fewer than the 71 percent of firms that do so in China or the 45 percent that do so in India. Internet connectivity among rural and small town firms is extremely limited and only about 1 percent of firms in small towns reported using email.
Market Demand
Lack of market information and isolation from supply chains also constitute important barriers to the success of small rural firms. About 6 percent of village enterprises and 10 percent of small town enterprises complained about low market demand being a major or severe constraint and 3 to 4 percent complained about lack of adequate market information. Inadequate market information can cause businesses to sell into local markets where prices may not be optimal or to miss opportunities in markets where growth prospects are greater.
Examining where enterprises sell their goods and services and whom they trade with provides some indication of the markets they have access to (Annex Table 5 ). Some interesting trends emerge from the data. Most of the sales of production-related firms in Punjab and Sindh occur locally within the same Thesil (administrative division). In contrast, 70 percent of sales of both village and small town production enterprises in NWFP are to buyers in other provinces.
The exact reasons for these differences are not readily apparent.
In all three provinces most services are sold locally either within the same village, or to a different village within the same Union Council. On the other hand, traders appear to be considerably more dependent on customers located further away in different districts and provinces. Close to 30 percent of sales by traders in small towns in NWFP are to buyers in other countries (mostly likely in Afghanistan). Most sales are made directly to households or other small firms with very few firms reporting sales to larger domestic or multinational firms.
Crime and Corruption
Crime and Corruption rank among the top ten business obstacles faced by enterprises in small towns, although relatively few firms raised these issues. The Pakistan urban ICA reported that one in three managers was concerned about extortion or intimidation of the company's employees, a somewhat higher percentage was concerned about arson and more than three quarters feared theft. One in five respondents reports that its business was the target of at least one crime during the survey year. NWFP fared particularly poorly and businesses in NWFP reported spending 4.5 percent of their revenue on security, with firms in Sindh and Punjab spending 1-2 percent. Although the problems with crime and corruption appear less pronounced in the rural areas of Punjab more than 90 percent of enterprises are located in communities where it is reported that unofficial fees are required in order to get services such as an electricity connection. About 4 percent of village enterprises and 6 percent of small town enterprises report losses due to theft. The largest proportion of firms reporting incidents of theft are small town enterprises in NWFP (8 percent) and Punjab (7 percent).
The Investment Climate and Firm Performance
To estimate the impact of the investment climate on village and small town enterprise performance, we estimate the impact of various indicators of the investment climate on enterprise productivity as measured by value-added per worker. A Cobb-Douglas production function can be expressed as :
where Y k is value added, L k is the number of workers and K k the value of fixed assets, IC k is a vector of investment climate characteristics (access to banks, road quality, availability of public transportation, availability of electricity, fixed-line and cellular phone services), E k a vector of enterprise characteristics such as type and age, manager's experience and education and D k is a set of provincial dummies. To avoid potential problems with endogeneity, we use community level variables to capture various dimensions of the investment climate. We use a dummy variable reflecting the presence of a bank in the community (the variable equals 1 if a community has a ZTBP bank, a commercial bank or a cooperative bank) to capture access to finance. Access to electricity is proxied by the share of households in a community with access to electricity.
Similarly access to telecommunications is measured by the share of households in a community with fixed and cellular phone services. The road surface of internal village/small town roads is used as a measure of road quality. Value added is constructed by subtracting expenses from material inputs, charges to utilities, transportation cost and other variable costs from the total sales in the same year. Equation 1 is estimated separately for village and small town enterprises. Table 3 presents the results of OLS regressions of value added per worker. These initial results suggest that the major investment climate obstacles identified by small town and village entrepreneurs do in fact affected a firm's performance. Both access to finance and electricity have a positive and significant effect on the productivity of village non-farm enterprises. For small town enterprises the only investment climate variable that is significant is access to public transportation. The manager's educations levels, experience and gender all have a significant impact on enterprises productivity and the signs of the coefficients are as expected. While experience is not significant in the village enterprise regression, village enterprises with more educated managers (i.e. those with education beyond secondary school) also appear to perform better. There also appear to be significant differences in firm performance across the different types of enterprises with trade-related enterprises performing significantly better as compared to production and service sector enterprises in small towns. Trading establishments also appear to perform better in rural villages. Finally, there are some significant regional differences, with small town enterprises in Punjab performing significantly better than comparable firms in Sindh and NWFP. 
Conclusion
This paper has provided a descriptive analysis of the profile of village and small town enterprises in Pakistan drawing on a recently completed survey of enterprises. Notwithstanding their small size, non-farm enterprises and the employment they generate have been an important source of income in rural areas and small urban centers in Pakistan. Although the enterprise sector does not appear to be particularly dynamic, data indicate that there has been employment growth in this sector. The average annual compound employment growth has been about 1% in village enterprises and 3 % for small town enterprises. 6 At present, access to formal finance, the cost of finance and cumbersome loan procedures pose major challenges for rural entrepreneurs in Pakistan, particularly in terms of availing of long-term financing for investment purposes. Access and quality of electricity supply, marketing difficulties and transportation-related problems also pose major obstacles. These obstacles have a negative impact on enterprise productivity, the level of investments made by existing firms and discourage the start-up of new enterprises.
Addressing the constraints faced by non-farm business in villages and small towns is needed to promote private investments, generate employment and reduce poverty. Investment climate improvements that drive growth are conducive to poverty reduction in a number of ways.
Fostering a vibrant private sector by lowering the cost of doing business (including less red tape and corruption), lowering risks (through more secure property rights and less policy uncertainty) and lowering entry barriers will likely generate more employment and result in higher wages thereby having a positive impact on poverty (World Bank, 2005) . Investment climate improvements could also benefit the poor by reducing the costs of producing and distributing goods and services. 
